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Decedent’s estate clained a deduction of $30
mllion in r relation to litigation pending against the
estate at the date of death. The case was submtted on
stipulated facts and an offer of proof for a
prelimnary determ nation as to whether the anount of
the claimwas ascertainable with reasonable certainty
and deductible as of the date of death, in accordance
with sec. 20.2053-1(b)(3), Estate Tax Regs.

Held: Different standards apply to including a
claimin favor of an estate in the gross estate and
deducting a claimagainst an estate for estate tax
pur poses.

Hel d, further, as denonstrated by the expert
reports submtted on behalf of the estate, the val ue of
the claimwas too uncertain to be deducted based on
estimates as of the date of death and nust be deducted
based on the ultimte outconme, in accordance with the
regul ati on.
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Thomas F. Carlucci, for petitioner.

Andrew R. Moore and Shannon Edel stone, for respondent.

OPI NI ON

COHEN, Judge: Respondent determ ned a deficiency of
$14, 400,000 in estate tax due fromthe Estate of Gertrude H
Saunders (decedent). Respondent also determ ned a penalty under
section 6662(h) of $5,760,000, but that penalty has now been
conceded. The case is before the Court for a prelimnary
determ nati on of whether a claimagainst the estate satisfies the
requi renents of section 20.2053-1(b)(3), Estate Tax Regs., as in
effect for the date of the decedent’s death that a clai mmy be
deducted “though its exact amount is not then known, provided it
is ascertainable wth reasonable certainty, and will be paid.”
(Respondent concedes that final regulations at section 20.2053-
1(b)(3), Estate Tax Regs., effective for estates of decedents
dying on or after COctober 20, 2009, are not applicable although
they are consistent wwth respondent’s litigating position in this
case and in prior cases discussed below. ) Unless otherw se
i ndi cated, section references are to the Internal Revenue Code in
effect for the date of decedent’s death, and Rule references are

to the Tax Court Rules of Practice and Procedure.
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Before a scheduled trial date in San Francisco, California,
the parties submtted expert reports in accordance with Rule
143(g) and pretrial nenoranda as required by the Court’s standing
pretrial order. The parties then requested a conference call to
di scuss a date and tine certain for trial to accommpdate nunerous
W t nesses who woul d be expected to travel from Hawaii and ot her
pl aces. During those conversations, the Court suggested that
review of the tendered expert reports and the | egal authorities
cited in respondent’s pretrial nmenorandumrai sed a question that
coul d be decided prelimnarily and possibly avoid an expensive
trial. In the Court’s stated view, the differences between the
experts as to the correct value to be placed on a clai magainst
the estate were an indication that the value of the claimcould
not be ascertained wth reasonable certainty. By agreenent of
the parties, that issue has been briefed and submtted on
stipulated facts and the estate’'s offer of proof.

If the prelimnary issue is decided in favor of the estate,
the issue of the correct value to be placed on the claimrenains
for trial. |If the prelimnary issue is decided in favor of
respondent, the claimultimately paid may be treated as a
deduction in the final conputation of the estate tax liability.

Backgr ound

Decedent, a resident of Hawaii, died on Novenber 27, 2004.

She was predeceased by her husband, WIIliam W Saunders, Sr



- 4 -

(Saunders), who died on Novenber 3, 2003. Prior to his death,
Saunders was a practicing |awer and at one tine represented
Harry S. Stonehill (Stonehill).

WIlliamW Saunders, Jr. (Saunders, Jr.), and Richard B
Ri egel s are coexecutors of the estate and resided in Hawaii at
the time the petition was filed. Between approximately June 1988
and March 2004, Saunders, Jr. was a partner in the law firm
formerly known as Bi ckerton Saunders & Dang and | ater known as
Bi ckerton Lee Dang & Sullivan.

The Stonehill Litigation

Robert Heggestad (Heggestad), a partner in a Washi ngton,

D.C., law firm beginning in 1990 was | ead counsel in extensive
tax litigation involving Stonehill. See United States v.
Stonehill, 83 F.3d 1156 (9th Cr. 1996); United States V.
Stonehill, 959 F.2d 243 (9th Cr. 1992); United States V.
Stonehill, 702 F.2d 1288 (9th G r. 1983); Stonehill v. United

States, 405 F.2d 738 (9th G r. 1968). After 10 years of
l[itigation, including litigation relating to Freedom of

I nformati on Act (FO A) production, Heggestad obtai ned numerous
previously classified docunents fromthe Internal Revenue Service
(IRS), Federal Bureau of Investigation, State Departnent, and
Departnent of Justice. Anong the docunments Heggestad received
during the FOA litigation was an April 27, 1960, nenorandum by

| RS agent James H Giffin (the Giffin meno). The Giffin nmeno
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suggested that Saunders had acted as a secret |IRS informner
agai nst the interest of his client, Stonehill.

Heggest ad engaged co-counsel, John Edmunds (Ednmunds), a
plaintiffs’ counsel in Honolulu, Hawaii, in relation to potenti al
cl ai mrs agai nst Saunders by the Estate of Harry S. Stonehill (the
Stonehill estate). (Stonehill died in 2002.) Heggestad
recogni zed | egal inpedinments or hurdles involved in pursuing the
clainms but believed that he and Ednunds coul d overcone them
Heggestad and Edmunds had sufficient confidence in the case to
take it on a contingency fee basis, understanding that if they
did not prevail they would not get paid, unless the matter
ot herwi se settled. Heggestad and Ednunds prepared a demand
letter on behalf of the Stonehill estate alleging that Saunders
had coommtted | egal mal practice, breach of confidence, breach of
duty of loyalty, and fraudul ent conceal nent agai nst Stonehill.

The demand on the Estate of WIIiam Saunders, Sr. (the
Saunders estate) by the Stonehill estate was based on the claim
t hat Saunders, while Stonehill’s attorney, had inforned the IRS
that Stonehill maintained a Swi ss bank account. Allegedly as a
result of this disclosure, the IRS investigated Stonehill for tax
fraud, leading to jeopardy assessnents for 1958-62 and a 1975
suit to reduce the assessnent to judgnent and to forecl ose |liens.
The cl ai ned consequence of these actions was | oss of business

interests and property fromthe collection of taxes.
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The demand letter was recei ved by Saunders, Jr. on Septenber
15, 2004, 73 days before decedent’s death. Saunders, Jr.
consul ted Janes J. Bickerton (Bickerton), a forner partner of
Saunders, Jr., and retained Bickerton to represent the Saunders
estate with respect to the claimby the Stonehill estate.

On Septenber 24, 2004, 64 days before decedent’s death, the
Stonehill estate filed formal conplaints against the Saunders
estate in the U S District Court for the District of Hawaili
(Hawaii Federal District Court) and in a Hawaii State court. The
conpl aints were prepared by Heggestad and Ednunds and al | eged
four causes of action for |egal nal practice, breach of
confidence, breach of duty of l|oyalty, and fraudul ent
conceal ment. The conplaints requested over $90 mllion in
conpensatory damages, plus additional punitive danages.

From Sept enber through Novenber 2004, Saunders, Jr. and
Bi ckerton were unsuccessful in finding any relevant or materi al
evi dence that would benefit the defense of the Stonehill clains.
Saunders, Jr. believes that the difficulty was due to the
significant passage of tine fromthe date of the alleged
m sconduct and the date the clainms were nade. However, they did
| earn that rel evant docunments m ght be in Oregon. Elizabeth Anne
Saunders, Saunders, Jr.’s sister, is an attorney residing in
Oregon.  Begi nning on Qctober 14, 2004, and on several occasions

thereafter, she went to the U S. District Court for the District
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of Oregon in Portland to search for docunents fromearlier tax
litigation involving Stonehill.

Bi ckerton entered an appearance and answered the Hawai i
Federal District Court conplaint on Cctober 7, 2004. In md-
Decenber 2004, Saunders, Jr. retained John Francis Perkin
(Perkin), a nenber of the Hawaii firm Perkin & Faria, as
l[itigation counsel. Although Perkin becane | ead counsel
Bi ckerton remained involved in the Stonehill litigation until its
final resolution

Perkin entered his appearance in the State case on February
2, 2005, by filing a notion to dism ss. He answered the State
conplaint on March 28, 2005. On July 18, 2005, Saunders, Jr.,
Perkin, and Brandee Faria of Perkin & Faria traveled to Portl and,
Oregon, to exam ne docunents potentially related to the Stonehil
[itigation.

Trial preparation, discovery, depositions, and notions
proceeded over the course of the next year and a half. From
approxi mately May 2006 through July 2007, the parties discussed
settlenment prior to and during trial, but no settlenment was
reached.

On April 17, 2007, the Saunders estate, as defendant, noved
for summary judgnment in the Hawaii State court as to damages on
the ground that the Stonehill estate could not prove any danmges.

On August 24, 2007, the State court granted the notion to the
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extent that that court would not allow relitigation of the
underlying Stonehill tax judgnent but denied the notion as to the
remai nder of the relief sought.

Before and during trial of the State court action,
settl ement demands and offers were exchanged. The Stonehill
estate’s demands ranged froma high of $7.5 million before My 1,
2006, to a low of $2.5 mllion in July 2007. The Saunders
estate’s offers ranged froma | ow of $250,000 in May 2006 to a
high of $2.6 mllion in June 2007.

On May 28, 2007, a jury trial comenced in the Hawaii State
court. The trial lasted approximately 6 weeks. The jury found
t hat Saunders had breached his fiduciary duty of confidentiality
and his duty of undivided loyalty to Stonehill but also found
that neither breach was a | egal cause of injury or danage to
Stonehill or to his estate. Judgnent was entered by the State
court on Cctober 23, 2007. Costs of $289,000 were awarded to the
Saunders estate in the final judgment.

The Stonehill estate appeal ed the judgnment, but the
l[itigation was ultimately resolved by a settlenment agreenent and
nmut ual rel ease. The Saunders estate paid $250,000 in attorney’s
fees to the Stonehill estate’s attorney and waived its right to

t he $289, 000 costs awarded in the State court judgnent.



Estate Tax Returns

A return for the Saunders estate was filed February 2, 2005.
A deduction of $30 mllion was clainmed on the return in relation
to the Stonehill estate malpractice claim The estate tax return
was exam ned. On Decenber 31, 2009, a closing docunent was
i ssued stating that the value of the mal practice claimwould be
resolved in the estate of the surviving spouse, decedent here.

A return for the estate of decedent was filed February 23,
2006. A deduction of $30 million was clainmed on the return in
relation to the Stonehill estate mal practice claim Because of
t he ongoi ng nature of the Stonehill litigation at the tine this
return was filed, a statenent attached to the return referred to
an appraisal letter prepared by Perkin dated August 30, 2005.

In the notice of deficiency sent February 10, 2009, the
amount of $1 was allowed as a deduction for the nmal practice claim
inlieu of the $30 million clained by the estate.

Expert Reports

In the Perkin |etter dated August 30, 2005, Perkin opined:

Fromthe information available in Novenber 2003,
it would appear that M. Saunders may have reveal ed
such information to the United States attorney for the
District of Hawaii at the very |east, and governnent
docunents did state that he did. Potential defenses to
lTability exist and could be recognized as of Novenber
2003, including the Iikelihood that M. Saunders woul d
have reveal ed the informati on as a business partner or
participant with M. Stonehill, rather than as M.
Stonehill’s attorney. Mreover, it could be argued
that the information concerning Swi ss banks was not
privileged or confidential. However, as of Novenber
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2003, the viability of such defenses woul d have been
very difficult to evaluate. However, should a jury
determ ne that M. Saunders was assisting the
government against a client for his own gain as

all eged, and allowed M. Stonehill to testify denying
Swi ss bank accounts after revealing his use thereof to
t he governnent, or reveal ed other confidential or
privileged information, an unfavorable verdict on
liability woul d appear a near certainty. As of
Novenber 2003, insufficient information was avail abl e
to di scount such an outcone.

Under the headi ng “Damages”, Perkin stated:

The determ nation of danages will |argely depend
on the results of the Estate of M. Stonehill’s current
attack on the federal tax judgnents rendered agai nst
M. Stonehill. If this attack succeeds and liability
is found, a ninety mllion dollar ($90,000, 000)

j udgnment would be within the reasonabl e verdict range
for a jury, as would any | esser amount. Wth the
scarce information avail able as to this as of Novenber
2003, the likelihood of this occurring would have been
uncertain but seemto range between twenty-five to
fifty percent.

* * * * * * *

Failing the overturn of the federal tax judgnents,
t he danages assessed could range fromnom nal ($1) to a
substantial portion of the Estate if punitive damage
[sic] are assessed. Jury instructions add to the
significance of fiduciary duties and an attorney’s
duties are certain to be powerful, and are likely to
provoke a verdict on the high end of the probable range
bet ween one dollar ($1) and ninety mllion dollars
($90, 000, 000. 00) .

Perkin concluded with a valuation of $30 million, stating:
“VWhile a higher figure can easily be justified, a substanti al
di scount shoul d be applied because of settlenment possibility and

the w de range of unknowns as of Novenber 2003.”
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Perkin al so prepared a |letter appraisal dated Cctober 26,
2009, whi ch began:

Now t hat the case has been settled and the appeal
dismssed, | wll, at your request supplenent ny
evaluation of the clains in the above-capti oned case
rendered in August, 2005. At that time, because | was
told ny opinion letter would be given to the IRS,
anticipated that it could wind up in the hands of the
Plaintiff’s attorneys, who would not have hesitated to
try to use the contents as “adm ssions” by the Saunders
Estate, on the basis of a waiver of attorney-client
privilege. * * *

After discussing the litigation in greater detail than he had in
his 2005 letter, Perkin stated:

Finally, of course, sone discount was warranted
based on the general principle that there are a few
certainties in litigation, particularly where a jury
w Il be invol ved.

In summary, the Stonehill Estate had to be
anticipated to be able to prove danmages in the clained
amount of $90 million at |east, nmaking a two-thirds
di scount for a valuation of $30 mi|lion perhaps | ower
than was warranted. Wile | amunconfortable with
“decision tree” analysis as applied by non-|awer

“experts” to conplex litigation, | have spent over
thirty years evaluating and trying litigation clains in
Hawai i, i ncludi ng advi sing i nsurance conpani es
concerning the setting of reserves and settlenent in
over a hundred cases. | have handl ed a nunber of | egal
mal practice cases, two to verdict. | amlisted in

“Best Lawyers in Hawaii” and “Best Lawyers in Anerica”,
and have a Martindal e Hubbell AV rating. Wile the
Saunders Estate was | ucky enough to duck this
particular bullet, | continue to believe that the
valuation | rendered in August 2005 of $30 million was
reasonable on the | ow side and as | ow as the known
facts allowed. However, taking a somewhat different
approach as to what soneone m ght have paid for the
claimin 2003-2004, an additional discount of $5
mllion to reach a revised total of $25 mllion would
have been prudent in light of the tinme and expense
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necessary to pursue the claim and the approxi mate
val ue of the Estate itself as between $30-$40 million.

On February 6, 2008, Philip M Schwab (Schwab), senior vice
president with FMW Val uation & Financial Advisory Services,
prepared a report valuing “a contingent liability” associated
with the Stonehill litigation as of Novenber 27, 2004. Schwab
expressed his understandi ng that postdeath events could not be
consi dered. The report expl ai ned:

The scope of our investigation included
di scussions with representatives of the Estate
regardi ng the history and nature of the Conti ngent
Liability. In the course of our anal yses, anong ot her
t hi ngs, we have relied upon certain verbal and witten
representations of the Estate’s representatives. W
have also relied on various docunents related to the
Contingent Liability, as further discussed bel ow, which
were provided to us by representatives of the Estate
(collectively, “Docunents”). In addition, we have
relied on certain facts and assunptions regarding the
status and possible course of the existing litigation
as provided by John Francis Perkin, Esq., of Perkin &
Faria, an attorney currently retained by the Estate to
medi ate and/or litigate matters related to the
Contingent Liability. The information provided to us
by representatives of the Estate has been accepted,
wi t hout additional verification, as correctly
reflecting the nature and condition of the Contingent
Liability as of the Valuation Date.

Schwab applied what he described as a “decision tree anal ysis”,
that “follows through various possible course of action
identified wwth the help of M. Perkin that could occur in the
course of investigating, negotiating, and/or litigating the
Lawsuit including nunerous opportunities to settle.” Oher

matters consi dered were descri bed as foll ows:
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Monetary val ues were based on estimated settl enment
anounts and possi bl e damages that could be coll ected
fromthe Estate should the plaintiff prevail at trial
and on appeal. Since the Lawsuit was filed against the
Estate of WIlliam W Saunders and the actual damages
that could be collected by the plaintiff would be
limted to the avail able assets of the Estate, we have
considered, with the assistance of |egal counsel for
the Estate, the avail able assets of the Estate in our
estimation of the collectible damages anount and
possi bl e settl enent anounts.

Wth reference to determ nation of an applicabl e discount rate,
Schwab’ s report expl ai ned:

In selecting an appropriate discount rate, we
| ooked primarily to high-yield and defaul ted corporate
bonds (bonds rated BB to C, and bonds that are in
default, respectively) because of the relatively
simlar uncertainty about collectibility. These high-
ri sk debt instrunents have higher yields to maturity
than | ower-risk debt instrunments due to (a) their
hi gher expected volatility of returns and (b) their
hi gher default or collectibility risk. Because the
probability that no liability will be incurred is
al ready considered within our nulti-scenario decision
tree anal yses, we selected a discount rate based only
on the return attributable to higher expected
volatility associated with high-yield debt conpared to
| ower-risk debt instrunents. This rate is the expected
rate of return on the high-yield debt instrunent after
removing the yield factor attributable to the default
risk.

Wth respect to an adjustnment for |ack of assignability,
Schwab’ s report stated:

The decision tree enployed above only quantifies
the econom c i npact associated with costs, tinme and
uncertainties of defending the Lawsuit. However, as of
the Valuation Date, the holder of the Contingent
Liability also |lacks the ability to assign the
liability for the Lawsuit due to the |lack of a market
for assigning post-claimliabilities (such as the
Contingent Liability) and any avail abl e insurance
products to cover against the potential damages. The
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Contingent Liability represents a liability with unique
facts, circunstances, and risks, and would therefore
require a substantial underwiting effort, in contrast
Wi th underwiting costs associated with insurance
covering medical and environnental liabilities, anong
other things. W have done research into what market
may exi st and have found no entities involved in the

i nsurance or assignnment of litigation clains. Based on
previ ous discussions with insurance professionals, it

i s our understanding that insurance conpani es account
for the existence of a secondary market in pricing

i nsurance policies. Accordingly, the holder of the
Contingent Liability would |ikely have to pay a prem um
to a hypothetical wlling holder of the Contingent
Liability to conpensate for the lack of the ability to
assign the Contingent Liability. Such a prem um would
be warranted for the Contingent Liability since the

hol der has no way to get out of the liability or hedge
against it. Further, should the holder of the
Contingent Liability be unable to assign it, the assets
of the Estate would |ikely need to be nmaintained,

rat her than consunmed or distributed, until the Lawsuit
is resolved. Restricting the assets of the Estate
further erodes the value of the Estate and should be
considered in valuing the Contingent Liability.

Accordi ngly, an adjustnment for |lack of assignability of
25 percent has al so been applied to the aggregate

wei ght ed average nonetary value. * *

Usi ng his descri bed net hodol ogy, Schwab val ued the contingent
liability at $19, 300, 000.

On Septenber 15, 2010, in preparation for trial of this
case, Bickerton prepared a report for the estate. On the basis
of his experience as a Hawaii contingency fee attorney, Bickerton
opined that “plaintiffs’ |awers generally do not take on
contingency work unless they have a substantial probability of
prevailing on the nerits, typically at |east 75% regardl ess of

the size of the potential danmages award.” Bickerton concl uded:
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| amfamliar with John Ednunds, having had cases

adverse to him and havi ng di scussed a nunber of cases

with him having been famliar with many of his cases

from news and personal accounts of others, and know ng

his reputation in the I egal comunity. Based on that

foundation, it is my opinion that John Ednunds woul d

have applied fornulas simlar to the above analysis in

hi s case screening and i ntake decisions on the

Stonehill case and woul d not have undertaken the case

unl ess he genuinely believed, after careful analysis

and due diligence, that there was a 75% or better

chance of obtaining a jury verdict in excess of $30

mllion such that the case had a risk-adjusted val ue of

$22.5 mllion or nore at the time he conmenced it.
Respondent submitted the expert report of Janes E. King (King),
California litigator who had handl ed a nunber of | egal
mal practice cases. King reviewed the reported Stonehill tax
litigation as well as the record in the Stonehill case agai nst
t he Saunders estate and concl uded “that the claimhad no nerit
(at nost a 3% chance of recovery if pursued fully), and that the
i nformati on upon which that conclusion is based was known or
knowabl e at the date of death.”

Respondent al so submtted an expert report dated Septenber
17, 2010, prepared by Janes E. McCann (MCann), val uation
specialist for the IRS. MCann relied on information and
estimates King provided and on conversations with respondent’s
counsel. He selected a “discounted cash fl ow val uati on net hod”,
considering the “estimated outcone scenario, probability,
tinmeline, and cash fl ow expense vari ables” King provided to him

In a table that was part of McCann's report, he illustrated:

a
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[ Al pportioned val ues for each of the nine outcone
scenarios range froma | ow of $25, 449 (see Qutcone
scenario 1), to a high of $1,500, 395 (see Qutcone
scenario 5). Each of these nine apportioned values is
added together, to yield a conbi ned, probability-

adj ust ed, net present val ue of $3,200,000 for the
Contingent Liability. * * *

The Estate’'s Ofer of Proof

Al though the parties were able to submt a substantial
stipulation as to the docunents and the expert reports, they did
not stipulate as to the testinony that the estate would offer at
trial fromthe fact w tnesses, including Heggestad, Bickerton,
and Saunders Jr., about their views of possible outcones of the
Stonehill clains against the Saunders estate. The offer of proof
al so suggested that Perkin and Schwab woul d bol ster their reports
during testinony to address the “ascertainable with reasonabl e
certainty standard”, but such additional testinony on direct
woul d not necessarily be allowed under Rule 143(g) and the
Court’s standing pretrial order. Respondent does not object to
the estate’s proffers for the limted purpose of determ ning
whet her the value of the Stonehill |awsuit was ascertainable with
reasonabl e certainty and will be paid within the neaning of
section 20.2053-1(b)(3), Estate Tax Regs., but reserves the right
to rai se objections and cross-exam ne the witnesses if the Court

concludes that a trial is necessary.
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Di scussi on

Prelimnarily we discuss a difference between the parties as
to the procedural posture of this case. Despite the agreenent of
the parties that the issue before the Court would be submtted on
the basis of the stipulated facts and the estate’ s offer of
proof, the estate argues that respondent’s position is akin to a
nmotion to dismss for failure to state a claimor a notion for
summary judgnent and that the estate is entitled to a trial on
the issue of ascertainability. W reject that characterization
and demand. The Court expressly disavowed during the initial
di scussi on any suggestion that the issue could be decided on
summary judgnent. The suggestion of bifurcation of the issues
for a prelimnary determ nati on based on stipulated facts and
exhibits was nade by the Court after review ng the expert reports
that had been submtted approximately 30 days prior to the trial.
Those reports woul d constitute the direct testinony of the
W tnesses as to valuation of the Stonehill claim See Rule
143(g). Qur decision will be based on applying the law to the
stipulated facts and docunents, not as a matter of pleading or

summary judgnent. See Rules 122, 149(b). But see Marshall Naify

Revocable Trust v. United States, 106 AFTR 2d 2010-6236, 2010-2

USTC par. 60,603 (N.D. Cal. 2010), on appeal (9th Cr., Cct. 19,
2010), where judgnent on the pleadings was rendered in favor of

the Governnent on this issue.



- 18 -
The estate’s counsel agreed to the bifurcation procedure as
an accommodation to the logistics and antici pated expenses of
trial where the valuation issues would be presented. On the
record when the case was called in San Francisco for receipt of
the stipulation, the estate’s counsel recognized that the matter
woul d be decided by applying the law to the stipulated facts and
the estate’s offer of proof and not by sunmary judgnent. 1In a
subsequent conference call, the possibility of abandoning the
procedure was di scussed but discarded. The estate’ s current
position would render pointless the whole exercise of stipulating
and briefing the “ascertainability of the clainf issue and our
consideration of it in this Opinion. The estate agreed to the
procedure, is not unfairly prejudiced by it, and is bound to it.

Statute and Requl ati ons

Section 2001(a), as of the relevant dates of death in this
case, inposes an estate tax on the taxable estate of a decedent,
determ ned, in accordance wth section 2051, after deductions
provided for in sections 2053 through 2058. Section 2053(a)
all ows a deduction for clains against the estate that are
all owabl e by the laws of the jurisdiction under which the estate
i's adm ni st ered.

Section 20.2053-1(b)(3), Estate Tax Regs., as in effect for
the respective dates of death of decedent in 2004 and Saunders in

2003 provi ded:
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An item may be entered on the return for deduction

t hough its exact anmount is not then known, provided it
is ascertainable wth reasonable certainty, and wll be
paid. No deduction may be taken upon the basis of a
vague or uncertain estimate. |[|If the anmount of a
liability was not ascertainable at the tinme of final
audit of the return by the district director and, as a
consequence, it was not allowed as a deduction in the
audit, and subsequently the anmpbunt of the liability is
ascertained, relief may be sought by a petition to the
Tax Court or a claimfor refund as provi ded by sections
6213(a) and 6511, respectively.

Section 20.2053-4, Estate Tax Regs., provided:

The amounts that may be deducted as clains against a
decedent’ s estate are such only as represent personal
obligations of the decedent existing at the tinme of his
deat h, whether or not then matured, and interest

t hereon which had accrued at the tine of death. Only
interest accrued at the date of the decedent’s death is
al | owabl e even though the executor elects the alternate
val uation nmet hod under section 2032. Only clains

enf orceabl e agai nst the decedent’s estate may be
deduct ed. Except as otherw se provided in § 20.2053-5
W th respect to pledges or subscriptions, Section
2053(c) (1) (A provides that the all owance of a
deduction for a claimfounded upon a prom se or
agreenent is limted to the extent that the liability
was contracted bona fide and for an adequate and ful
consideration in noney or noney’'s worth. See

8§ 20.2043-1. Liabilities inposed by |aw or arising out
of torts are deducti bl e.

For our purposes, the parties have assuned that the val uation

date is the date of decedent’s death, rather than the date of

Saunders’ death, because of the agreenent closing the Saunders
est at e.

Lawsuits as Assets or as Contingent Liabilities

The limtations on deduction of liabilities set forth in the

regul ati ons quot ed above do not apply to the inclusion in a
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decedent’s gross estate of clains in favor of the estate under
section 2031. Thus there are many cases in which the val ue of
clains in favor of an estate is established, including those the

estate cited in the filed briefs. See United States v. Simons,

346 F.2d 213 (5th Gr. 1965); Bank of Cal., Natl. Association v.

Comm ssioner, 133 F.2d 428 (9th G r. 1943), affg. in part and

revg. in part Estate of Barneson v. Conm ssioner, a Menorandum

Opi nion of the Board of Tax Appeals dated May 27, 1941; Estate of

Curry v. Conm ssioner, 74 T.C. 540 (1980); Estate of Aldrich v.

Conmi ssioner, T.C. Menp. 1983-543; Rubenstein v. United States,

826 F. Supp. 448 (S.D. Fla. 1993). As denonstrated in the expert
reports of Schwab and McCann, there are recogni zed net hods of

val uing choses in action by assum ng various outcones, assigning
probabilities to those outcones, and quantifying the results.
Respondent contends, however, that the sanme standards of
reliability of valuation techniques for asset purposes do not
apply to liabilities in view of the stricter provisions of the
regul ati ons under section 2053. In other words, a value may be
determ ned for asset inclusion purposes that does not satisfy the
“ascertainable with reasonable certainty” standard for deduction
purposes. It is essentially undisputed that postdeath events are
not considered in valuing assets in an estate because of the rule

stated in Ithaca Trust Co. v. United States, 279 U.S. 151, 155
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(1929), that an estate “so far as may be is settled as of the
date of * * * [decedent’s] death.”

Many cases can al so be found involving attenpts to val ue
cl ai ns against an estate. One nmatter on which courts appear to
differ is the extent to which events subsequent to the date of
death may be considered in determning the deductibility of a

claim See Estate of O Neal v. United States, 258 F.3d 1265

(11th Gr. 2001); Estate of McMrris v. Conm ssioner, 243 F.3d

1254 (10th G r. 2001), revg. T.C Meno. 1999-82; Estate of Smith

v. Comm ssioner, 198 F.3d 515 (5th Cr. 1999), revg. on this

issue 108 T.C. 412 (1997); Estate of Sachs v. Conm ssioner, 856

F.2d 1158, 1160-1163 (8th Cr. 1988), affg. in part and revg. in

part 88 T.C 769 (1987); Conmi ssioner v. Estate of Shively, 276

F.2d 372, 373-375 (2d Gr. 1960), revg. T.C Meno. 1958-196;

Comm ssioner v. State St. Trust Co., 128 F.2d 618 (1st Cr.

1942), remanding Estate of Ginnell v. Conm ssioner, 44 B.T. A

1286 (1941); Jacobs v. Comm ssioner, 34 F.2d 233, 234-235 (8th

Cr. 1929), affg. 9 B.T.A 636 (1927); Estate of Kyle v.

Commi ssioner, 94 T.C 829, 848-851 (1990); Estate of Hagnmann v.

Commi ssioner, 60 T.C 465, 466-469 (1973), affd. 492 F.2d 796

(5th Gir. 1974).
Qur decision in this case is appeal able to the Court of
Appeals for the Ninth Grcuit, and thus respondent relies on

Propstra v. United States, 680 F.2d 1248, 1253 (9th Gr. 1982)
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(stating that “The law is clear that post-death events are
rel evant when conputing the deduction to be taken for disputed or
contingent clains” (citing section 20.2053-1(b)(3), Estate Tax

Regs.)), and Estate of Van Horne v. Conm ssioner, 78 T.C 728,

735 (1982) (in which we concluded that we consider postdeath
events in cases where the decedent’s creditor has only a
potential, unmatured, contingent, or contested claimthat
requires further action before it becones a fixed obligation of
the estate, but not where a claimis valid and fully enforceabl e
on the date of death), affd. 720 F.2d 1114 (9th G r. 1983). See

&ol sen v. Conmmi ssioner, 54 T.C 742 (1970), affd. 445 F.2d 985

(10th Gr. 1971); see also Estate of Shapiro v. United States,

634 F.3d 1055 (9th Cr. 2011); Marshall Naify Revocable Trust v.

United States, 106 AFTR 2d 2010-6236, 2010-2 USTC par. 60, 603

(N.D. Cal. 2010) (discussing the precedential weight of
Propstra), on appeal (9th Gr., Oct. 19, 2010). Respondent
descri bes the conbined effect of those cases as holding “if the
clains were not certain and enforceable, but disputed or
contingent, post-death events would be considered.” The estate
di scounts the Propstra rationale as dicta.

In the discussions with counsel |eading to subm ssion of the
prelimnary issue discussed in this Opinion, the Court expressed
an interest in avoiding the necessity of decidi ng whether

subsequent events, particularly settlenment of the Stonehill claim
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for $250, 000, could be considered, referring to those cases cited
above that reversed this Court and directed that postdeath events

ei ther be considered, Estate of Sachs v. Commi SSioner, supra, or

not consi dered, Estate of McMorris v. Commi Ssioner, supra;, Estate

of Smth v. Commi SSioner, supra. In Estate of Van Horne v.

Commmi ssi oner, supra at 736-737, we observed that these cases “are

not easily reconciled with one another, and at tines it is |like
pi cking one’s way through a mnefield in seeking to find a

conpl etely consistent course of decision”. Unfortunately, the
difficulty has not dimnished, and we maintain our position that
reconciliation need not be undertaken here. W do not consider
t he subsequent settlenment in our discussion of the question of
whet her the value of the Stonehill claimwas ascertainable with
reasonabl e certainty as of Novenber 2004. W have addressed this
di spute only to denonstrate that there is a difference between
valuing clains in favor of an estate and all ow ng deductions for
cl ai ns agai nst an estate.

Cl ains Ascertainable Wth Reasonable Certainty

The estate cites Estate of Smth v. Conmi ssioner, supra,

Estate of O Neal v. United States, supra, and Estate of MMorris

v. Comm ssioner, supra, to argue that “disputed | awsuits can be

ascertained with reasonable certainty”. W agree with the

comrent of the District Court in Marshall Naify Revocabl e Trust
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v. United States, supra at 2010-6240 to 2010-6241, 2010-2 USTC

par. 60,603, at 86, 285-86, 286, that

it cannot be that sinply because one can assign a

probability to any event and cal cul ate a val ue

accordingly, any and all clains are reasonably certain

and susceptible to deduction. To so hold would read

the regulatory restriction [section 20.2053-1, Estate

Tax Regs.] out of existence. * * * The regulation * * *

explicitly contenplates that sonme clains will be sinply

too uncertain to be taken as a deduction, regardless of

the fact that it is always possible to cone up with

sone estimate of a clainmis value. [Fn. ref. omtted.]

Qur review of the estate’ s expert reports, standing al one,
convinces us the value of the Stonehill claimagainst the
Saunders estate is too uncertain to be deducted as of Novenber
2004.

Perkin vigorously and successfully resisted the Stonehil
claimon behalf of the Saunders estate. In his August 30, 2005,
letter, he discussed “the wi de range of unknowns as of Novenber
2003” (the date of Saunders’ death) to arrive at a “substanti al
di scount” of the $90 million face amount of the Stonehil
conplaints. He estimated the likelihood of Stonehill’s attack on
the Federal tax judgnents as “uncertain but seemto range between
twenty-five to fifty percent.” He acknow edged that the probable
range of jury damages awards would be from$1l to $90 nmillion

Perkin's report prepared in October 2009 provided greater
detail about the Stonehill lawsuit and di scussed the potenti al

exposure of the Saunders estate conpared to its total value. He

assunmed the worst in alnost every instance. He reduced his
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estimate of value from$30 million to $25 mllion. His report is
fraught with vague and uncertain guesstimates, w thout any
objectively reliable discussion of the strength of the defense
that he asserted in the Hawaii State court.

Schwab’ s report used recogni zed net hodol ogy to quantify the
opi nions that he was provided by the estate’s counsel. His
results, however, suffer fromthe deficiencies of the opinions on
which he relied. Even so, his valuation was over $10 million
| ess than that asserted initially by Perkin and the estate. He
correctly described the liability as “contingent” and assuned the
unresol ved | egal position that postdeath events could not be
consi der ed.

Bi ckerton’s reports generalized about the probable analysis
undertaken by the Stonehill estate |awers, concluding that they
woul d expect a 75-percent probability of prevailing before
comrenci ng a contingency fee case. He thus guessed that the case
woul d not be taken unless the plaintiff’'s |lawers “judged that
the case had a value of at least $22.5 mllion after discounting
by the risk of not prevailing.”

Based on these reports presented by the estate for use at
trial, the suggested values are $30 mllion, $25 mllion, $19.3
mllion, and $22.5 mllion--prima facie indications of the |ack
of reasonable certainty. None of the estate s experts opined,

nor could they reasonably opine, that the $30 million clained on



- 26 -
the estate tax return or any specific | esser anmount woul d be
paid, as required by the applicable regulation. The stark
differences between their reports and those of respondent’s
experts nerely reinforce the uncertainties inherent in the
process. The val uati on nethodol ogies are in sharp contrast to

appl ying actuarial tables to enforceable clains, as approved in

Estate of Van Horne v. Comm ssioner, 78 T.C. 728 (1982). In
summary, stating and supporting a value is not equivalent to
ascertaining a value with reasonable certainty. Neither the
estate’ s experts nor their offer of proof satisfies the
appl i cabl e | egal standard.

For the foregoing reasons, we conclude that the Stonehil
cl ai mwas not deductible as of the date of death of decedent.
The anpbunt actually paid during the adm nistration of the estate
may be deducted in accordance wth section 20.2053-1(b)(3),
Estate Tax Regs.

We have considered the other argunents of the parties. They

do not affect our result for the reasons stated above.

Deci sion will be entered

under Rul e 155.




